REVIEW BOARD FOR GOVERNMENT CONTRACTS 
THE INTERIM REVIEW 

SUPPLEMENTARY REPORT ON THE TREATMENT 
OF MARKETING AND SELLING EXPENSES 



1. According to our Terms of Reference contained in the Memorandum of 
Agreement between the Government and the C.B.I., we are to conduct an 
Interim Review of the New Profit Formula for non-competitive Government 
contracts, which came into force on 26th February, 1968. As part of this 
Review we were asked to decide whether certain costs, which are at present 
not accepted as charges to Government contracts, should in future be so 
accepted. In our Report on the Interim Review dated 31st July, 1970 we dealt 
with practically all the subjects to be covered by the Interim Review but we were 
not able, within the time limit prescribed, to reach firm conclusions on the 
complex subject of the treatment of marketing and selling expenses. Accor- 
dingly, the Government and the C.B.I. agreed that the Interim Review should 
be extended for a further year, to 1st August, 1971, so that we might endeavour, 
in consultation with Departments and contractors, to find a more satisfactory 
way of attributing marketing and selling expenses to Government contracts. 

2. The present Government Accounting Convention regarding marketing and 
selling expenses is that these expenses may be partially excluded from the costs 
attributable to Government contracts ; certain items, such as discounts allowed 
and bad debts, are normally totally excluded from attributable costs. The 
Government have given an explanation of their current treatment of these 
expenses in paragraph 8B of their submission to us dated 6th January, 1970 
and this extract is set out in the Appendix to this Supplementary Report. 
Several contractors and trade associations have made submissions to us giving 
their comments on this Convention and we have also had discussions, both 
before and after the publication of our Report on the Interim Review, with 
Government Departments and with the Joint Review Board Advisory Com- 
mittee (J.R.B.A.C.) representing five trade associations with major interests in 
Government contracts and the C.B.I. Sixteen contractors have given us a 
detailed analysis of their marketing and selling expenses and of the treatment of 
these expenses by Government Departments under the present Convention. 
We have given careful consideration to all the evidence given to us by com- 
panies, trade associations and Government Departments and to the Third 
Report from the Committee of Public Accounts, Session 1969-1970. 

3. In our Report on the Interim Review we said that we were concerned that 
there should be clearer principles to determine the admissibility of marketing 
and selling expenses in pricing non-competitive Government contracts; we felt 
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that the present Convention might lead to inconsistencies in treatment and to 
confusion and time-wasting in price negotiations. We were not then con- 
vinced, nor are we now convinced, that the treatment of these expenses has, in 
aggregate, been unreasonable, or that the Convention should be changed in 
such a way as to affect materially the aggregate amount of costs admitted. It 
does not however follow that adoption of the proposals made in this Supplemen- 
tary Report will not result in changes in the amounts allowed in particular cases, 
and we do not envisage that future negotiations should involve comparative 
exercises which would be both time-consuming and relatively meaningless. 

4. We referred in paragraph 22 of our Report on the Interim Review to certain 
types of costs which are commonly classed as marketing and selling expenses 
but which should, in our view, be charged direct to particular contracts and thus 
generally excluded from attributable costs. These include bad debts, discounts 
allowed on sales, insurance (of credit and goods in transit), agents’ commissions, 
after sales service costs (where attributable to a specific product) and outward 
carriage of finished products. For the purposes of this Supplementary Report 
the expression “marketing and selling expenses” should therefore be treated as 
excluding the foregoing types of costs. 



5. In making the proposals contained in the following paragraphs of this 
Supplementary Report we have had especially in mind : 

(a) the desire of ail concerned (with which we entirely concur) that the 
method of dealing with marketing and selling expenses should be 
simple to administer, and 

( b ) the need to strike a fair balance which on the one hand acknowledges 
that the Government benefit from marketing and selling expenses 
incurred in aid of non-Government work, but which on the other hand 
affords to the Departments concerned proper protection against the 
risk of unnecessary, extravagant or wasteful expenses being charged 
to Government contracts. 

In the course of our consultations there emerged a very substantial measure of 
agreement between those whose views we canvassed on behalf of Government 
and industry, and this is reflected in our present proposals. They should, we 
consider, result in a straightforward and consistent treatment of these expenses 
and eliminate the dissatisfaction which has on occasions been engendered in 
the past by disallowances which have been felt to be arbitrary and unfair. 

6. All contractors should classify their marketing and selling expenses, as/ar 
as possible, in the same way. The precise degree of analysis required will vary 
from contractor to contractor and the details should be agreed with the Depart- 
ment concerned, but we recommend the following general classification: 

(a) Market Research and Advertising (of all kinds including Exhibitions, 
etc.). 
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(h) Selling Expenses, analysed under 

(i) Salaries and Commissions (to staff) and Retainers (to agents) 

(ii) Overheads (direct and administrative) 

(iii) Travelling Expenses and Entertainment. 

(c) Technical and Liaison, analysed under 

(i) Salaries and Commissions (to staff) 

(ii) Overheads (direct and administrative) 

(iii) Travelling Expenses and Entertainment. 

Where appropriate, expenses should include associated overheads. Where a 
Group has a separate company or companies for the purpose, inter alia, of 
marketing products at home or abroad, the relevant marketing and selling 
expenses of such company or companies should be taken into account in 
arriving at the total expenses for which analysis is required. 

7. As far as possible each of these categories of expenses should be identified to, 
and allocated to, appropriate product groups, except in those particular cases 
where it is realistic and appropriate to identify and allocate them to specific 
products. One or other such method of allocation should be practicable, at least 
for a substantial proportion of the total expenditure, and any small proportion 
that cannot be so allocated should be susceptible of apportionment on an 
appropriate basis. The criteria that will determine the way in which the alloca- 
tion or apportionment of any particular item of expenses is to be made will 
depend on the facts of each case. The aim should be to ensure that the share 
of the total expenses borne by each product group or product fairly reflects the 
correct incidence of costs falling on the product groups or products which the 
expenditure was designed to benefit. What will constitute appropriate product 
groups or products must likewise depend upon the circumstances. Groupings as 
already established for his own purposes by a particular contractor may not 
always be found appropriate in the present context, but contractors’ established 
practices should be disturbed only when this is necessary to achieve a fair 
result. 

8. (a) Subject to the Department concerned being satisfied, having regard to 

all the circumstances, (i) that the method of classification, allocation 
and apportionment of expenses adopted by the contractor is fair and 
reasonable, and (ii) that no part of the expenses was unreasonably 
incurred, the full amount of the marketing and selling expenses charged 
should be accepted in calculating the overhead rate applicable, for 
Government pricing purposes, to each product group or product as the 
case may be. 

(b) The Department concerned should normally accept that the relevant 
expenses were reasonably incurred: 

(i) in the case where only a small proportion of a contractor’s 
turnover in respect of the relevant product group or product is 
made up of non-competitive Government contracts 
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(ii) in any other case, unless it were to consider that the inclusion of 
any expense would be inconsistent with the Government’s existing 
practice (which is not confined to marketing and selling expenses) 
of excluding from attributable costs anything that is unnecessary, 
extravagant or wasteful. 

(c) If a Department proposes to disallow any item of expense the con- 
tractor should be entitled to a full explanation of the reasons for the 
proposed disallowance. 



9. We consider that the proposals stated above should come into effect for the 
purpose of calculating overhead rates for each contractor’s financial year next 
commencing after the date of this Supplementary Report. This will avoid any 
retrospection, which would in our view be both administratively undesirable and 
potentially unfair. It will moreover take time for the detailed adjustments of 
procedures to be worked out with the Departments concerned. We strongly 
urge that Departments and contractors should commence discussions as soon 
as possible with a view to agreeing the classification of costs, the identification 
of product groups or products and the methods of allocation and apportion- 
ment, since we are anxious that our proposals should not delay the agreement of 
future overhead rates. 



10. We wish to record our appreciation of the continued help given to us by 
representatives of the Government Departments and of industry. 



11. It is with regret that we have to record the death in February of this year of 
Sir William Lawson. Pending the appointment of a new Chairman, Viscount 
Caldecote has undertaken the duties of acting Chairman. 



Caldecote 
Basil Eckersley 
St. John Elstub 
Roberthall 



29 th June, 1971. 



4 



Printed image digitised by the University of Southampton Library Digitisation Unit 



APPENDIX 



MARKETING AND SELLING EXPENSES — 

CURRENT TREATMENT 

EXTRACT FROM PARAGRAPH 8 OF THE GOVERNMENT’S SUB- 
MISSION TO THE REVIEW BOARD, DATED 6th JANUARY 1970, 
DESCRIBING THE GOVERNMENT’S CURRENT TREATMENT OF 

THESE EXPENSES 

Selling and Marketing Costs . Selling and marketing costs include market re- 
search, sales promotion, general prestige and product publicity, exhibitions and 
displays, sales, technical and liaison staff and associated administration costs. 
Departments require selling and marketing costs to be separately identified, so 
far as possible, in a contractor’s overhead claim. The onus of showing that 
exclusion of such costs would be unreasonable is placed on the supplier, since 
the Government is not “persuaded” to buy by normal commercial methods of 
selling, and no marketing effort is involved on the part of the contractor. Where 
selling expenses can be separately identified to products rather than charged 
pro-rata over the contractor’s full range of production, this is done in order to 
facilitate consideration of their acceptability for inclusion in overheads attri- 
butable to Government supplies. Departments take account of efforts by con- 
tractors to obtain commercial (non-Government) business if this seems likely to 
reduce the incidence of general overhead expenditure on Government supplies 
by enabling this expenditure to be spread over a larger total volume of business; 
they also take account of the reverse benefit to non-Government business that 
accrues from Government contracts. 

A particular problem arises where marketing expenses are incurred in periods 
prior to production, or where such expenses are too large to be recovered against 
the production of the period in which they are incurred. Industry normally 
adopts the practice in such circumstances of charging the selling expenses 
against current profits and of recovering the costs as far as possible in the prices 
of current sales. The overhead claim may therefore include selling and marketing 
costs which relate to products not currently in full production and not neces- 
sarily contemplated as Government purchases, the benefit of which will be 
recovered by the contractor in selling prices in the future. The inclusion of such 
overheads in the price for current Government purchases is only acceptable if it 
can be shown that the expenditure relates to the group of products Government 
is buying, and that future Government purchases will benefit from the expen- 
diture. 
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